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exchanges is to encourage SME firms to raise growth capital from the public at large. This alternate source of growth capital overcomes the critical gap of bank financing for the SME sector in India. Sustainable development of these SME exchanges may provide a durable solution for the financing constraint of a developing economy like India.
In India, the Prime Minister"s Task Force on Medium, Small & Medium Enterprises (MSMEs) in its report dated January 2011 identified "inability to raise equity/risk capital" and "heavy tilt of financing mix towards bank debt" as critical constraints for the growth of MSMEs. The task force recommended setting up of SME exchanges in India.
India has seen the emergence of Bombay Stock Exchange (BSE) SME and National Stock Exchange (NSE) EMERGE platforms in the last few years. The development of these SME exchanges has helped some SMEs in raising equity risk capital directly from individual investors.
The Regulatory Framework of SME Exchanges
The stock exchanges across all economies are subject to broadly three types of regulatory frameworks. The major exchanges such as NYSE, LSE et al. are subject to centralised regulatory framework characterised by a set of stringent and inflexible regulations and compliance requirements. At the other end of the regulatory spectrum lie unorganised stock exchanges such as Pink Sheets in the USA that are entirely unregulated. Somewhere in between lie stock exchanges that are primarily self-regulated and have low compliance requirements. The most prominent example of the last type is the London Stock Exchange"s Alternative Investment Market (AIM) exchange. SME exchanges in India broadly follow AIM"s footsteps on the regulatory front and are "lightly regulated" compared to the main boards of BSE and NSE.
We summarise key differences in the regulatory framework of SME exchanges and Main Boards of BSE and NSE in Annexure 1.
The lighter regulatory and compliance regime reduce the cost of listing for SME firms and the cost of raising capital. This improves the viability of these SME firms and ensures sustainable development of SME exchanges.
However, the light regulatory and compliance framework may motivate the management of these SME firms to exploit investors by depicting an incorrect picture of the business.
Discretionary Accruals and Earnings Management in IPO-Bound SME Firms
Discretionary accruals are an essential and indispensable part of the management accounting of a firm. Dechow and Skinner (2000) mention that as long as firm managers are not committing fraud, managers can use © 2018 AESS Publications. All Rights Reserved. discretionary accruals under generally accepted accounting principles (GAAP) to adjust results to their benefit. We define Earnings Management as those discretionary accruals that lead to reversible changes in the reported earnings.
Our analysis concludes that IPO-bound firms on SME exchanges resort to a higher level of earnings management than IPO-bound firms on the Main Boards. We also find that the underlying discretionary accruals reverse in the period immediately after listing.
Earnings Management, Stock Returns, and Investor Protection
We find that earnings management in IPO-bound SME firms adversely impacts their stock performance in the post listing period on SME exchanges. This is in line with findings of most of the research in this area for the stock exchanges in different countries. Leuz et al. (2003) find that the earnings management leads to a decrease in the investor protection. We conclude that SME exchanges offer inferior investor protection given a higher level of earning management. The Indian government established SME exchanges to provide SME firms with an equity channel for financing, thereby providing an alternative to existing bank debt financing. In their nascent growth phase, the perception of lower investor protection on the SME platform, compared to the Main exchanges, will drive away potential investors.
Such a development will hamper the growth of the SME exchanges and requires urgent redressal.
In this research, we investigate the role of a managerial action (read earnings management) in a firm"s stock return and long-term sustainability of a nascent and developing dedicated financing markets in a developing market context. We have two motivations to select SME exchanges in India. First, there is now a sufficient body of meaningful data available for firms listed on SME exchanges. Second, India offers a unique blend of being a developing nation with underdeveloped financial markets. This research contributes meaningfully to answer -To what extent the regulatory and compliance framework in dedicated financing platforms be diluted to attract firms and investors without compromising their sustainable development?
The remainder of the paper is structured as follows: Section II provides the literature review of the studies that have been done in the past, followed by Section III which presents information on the SME stock exchanges for the study period covering the period between April 2012 and March 2017. Section IV explains the research data and methodology. Empirical findings of the study and the conclusion are covered in Section V and Section VI respectively.
LITERATURE REVIEW

Earnings Management
Firms publish financial statements to provide essential information about their business. Investors use these financial statements to assess the health of the firms. They prefer firms that report a consistent pattern of earnings growth, which results in such firms trading at higher price-to-earnings multiples (Barth et al., 1999) . The investors" preference for such firms continues as long as these firms sustain the trend of increasing earnings. DeAngelo (1988) find that firms that report a disruption in the pattern of consistent earnings growth lose an average 14% of their stock value in the year of the disruption of the pattern. As a result, firms have the incentive to present better looking financial numbers to investors by reporting consistent earnings growth. Burgstahler and Dichev (1997) find evidence that firms manage earnings to avoid reporting losses and decreased earnings.
There are two perspectives of earnings management -the opportunistic perspective and the signalling or informational perspective (Ben Amar et al., 2018; Ben Amar and Chakroun, 2018) . Under the opportunistic perspective of earnings management, managers use earnings management to maximise their wealth at the expense of a firm"s stakeholders. They are driven by a desire to (a) maximise their bonus compensation (b) avoid breaching of debt covenants. Under a signalling perspective of earning management, the managers use earnings management to signal a more favourable narrative of a firm"s prospects to the outside world.
Earnings Management and Corporate Governance
Corporate governance practices affect the firm"s earnings management. Leuz et al. (2003) study the link between earnings management and investor protection. They conclude in countries with developed equity markets, dispersed ownership structures, strong investor rights, and legal enforcement; firms engage in lesser degree earnings management. They argue that in countries with reliable and enforced investor protection, the insiders have less incentive to manage earnings since there is very little that is hidden from the outsiders. Xie et al. (2003) find that board and audit committee composition has a direct bearing on the likelihood of firms engaging in earnings management. Firms, where committee members have corporate or financial backgrounds, see lesser discretionary current accruals. Abbadi et al. (2016) study the impact of the quality of corporate governance on earnings management in an emerging economy. They find that earnings management is affected negatively by corporate governance quality.
Earnings Management in IPO-Bound Firms
When a firm decides to go public, it reveals its financial information to the public at large for the first time.
Firms would showcase their best financial health to enhance investor"s confidence in the firm"s future and maximise the firm"s valuation while raising funds from the public. Jain and Kini (1994) point out that managers attempt earnings management before going public. They provide the evidence of earnings management by studying the decline in the post-issue operating performance of IPO firms. Since investors are aware of this phenomenon, one expects that they would adjust their expectations of the firm"s performance post listing. However, Loughran and Ritter (1995) find that the decline in operating performance is unanticipated and investors are surprised by the poor performance of IPO firms. The investor reaction suggests that they continue to have high expectations from the recently listed firms. Massel et al. (2017) demonstrate that firm managers report revenues opportunistically in the fiscal year just before the IPO since investors value the firm revenues. They find that these pre-IPO firm financial statements are more likely to be subsequently restated.
In contrast, Ball and Shivakumar (2008) find no evidence of earnings management. They argue that the IPO process involves greater monitoring and scrutiny from different stakeholders, thereby improving the quality of the reported earnings of firms.
Previous literature on the earnings management of IPO bound firms presents mixed views. Researchers find evidence of earnings management in different markets. Shen et al. (2014) find evidence that firms resort to a significant amount of earnings management as investors take the accounting accruals at face value. Gulec et al. (2016) study the Turkish firms that went public between 2011 and 2015. They find that discretionary accruals are highest in the IPO year. Wang et al. (2018) find that Chinese firms that are backed by government-controlled venture capital firms engage in a higher level of earnings management before the IPO.
However, some studies do not find any evidence of earnings management for the IPO bound firms. Dritsakis et al. (2004) find that earning management is not popular among IPO bound firms in Greece. They find that earnings management accrues no benefits as the market tends to anticipate the earnings management behaviour and classifies these firms into higher risk classes. Kamel (2012) find that Egyptian IPO bound firms are unlikely to overstate their earnings before the IPO date.
Institutional investors are seen to ensure high levels of corporate governance in the firms they are invested.
These investors play a monitoring role over firms, thereby reducing the earnings management in financial reporting. However, Lo et al. (2017) find that institutional investors have incentives to opportunistically maximise their wealth by manipulating earnings when firms engage in IPOs. Firms with high institutional ownership experience superior post-IPO stock returns and operating performance, as institutional investors restrain earnings management after the stock issuance.
Accrual-based earnings management is not restricted to IPOs but is also present for seasoned equity offerings (SEO). Cohen and Zarowin (2010) find that firms use accrual-based earnings management around SEOs. They use the firm"s returns on assets (ROA) and find that SEO firms outperform their industry peers in the period preceding the SEO but underperform their peers following the SEO. Hall et al. (2000) argue that the closed nature of smaller firms makes information asymmetry problem severe for such small firms. The higher information asymmetry is expected to result in a higher level of earnings management for smaller firms. Gao et al. (2015) mention that detailed and uniform accounting information about SMEs is not available readily, resulting in information asymmetry for the SMEs. In the light of the less stringent listing requirements and promising prospects after listing, they believe that SME issuers have a higher motivation to take advantage of the information gap and manipulate earnings. Li et al. (2006) find the smaller and the less recognised firms carry more aggressive earnings management. Gerakos et al. (2013) investigate the firms who raise equity capital on the Alternative Investment Market (AIM) platform of the London Stock Exchange (LSE). They find that the companies getting listed on the AIM platform have high pre-listing discretionary accruals, which reverses post-listing. The reversal supports the contention that smaller firms resort to more earnings management before listing. The lesser stringent regulations for the AIMlisted companies tend to help these companies in this process. Alhadab et al. (2016) in their study of LSE and AIM listed companies find that the firms listed on the AIM platform have higher sales based and accrual-based earnings management compared to the main LSE board companies. Zhou (2017) study the Chinese Growth Enterprise Market (GEM) and find that firms supported by venture capital institutions have stronger earnings management before the IPO. Collectively these papers support the evidence that smaller firms engage in a higher level of earnings management.
Earnings Management in Smaller Firms
Earnings Management and Stock Performance Post Listing
Earnings management has negative implications for the long-run performance of IPOs. Teoh et al. (1998) believe that IPO bound firms report higher earnings through positive discretionary accrual adjustments. Investors believe the reported earnings number and bid higher for shares in the IPO, assuming better growth prospects for the firm. As the investors realise the real information about the firm over subsequent reporting periods, they are disappointed, leading to price correction. Over the three-year holding period, they show that aggressive users of discretionary accruals underperform conservative users of discretionary accruals by 20%. Shen et al. (2014) find that three-year stock performance post listing deteriorates, with a worse performance for firms with higher managed accruals. Gao et al. (2015) find that earnings management effected through income increasing accruals results in poorer long-term stock performance for firms. Shette et al. (2016) show that the managers engage in opportunistic earnings management by selecting positive accruals that report higher earnings in the IPO year. Such opportunistic earnings management in IPO-year has a significant adverse impact on the longterm adjusted earnings and market performance, resulting in a long-term negative stock return performance.
Secondary equity offerings (SEO) are similar to initial public offerings (IPO), with the only difference that the price of the new shares issued depends on the existing market price of the shares. Har and Visvanathan (2018) find that misvaluation at the time of SEO results in long run stock underperformance. They do point out that the underperformance is the firm"s own doing in the form of earnings management. post-listing. As firms reverse the pre-IPO positive discretionary accruals, stock prices fall on the back of deteriorating operating performance.
SME STOCK EXCHANGES OVERVIEW
To attract investors with capital at one end and firms that require capital on the other end, SME focused equity platforms have lower listing requirements and lesser listing cost than the Main Board. However, two drivers are necessary to ensure sustainable development of SME dedicated financing markets -(a) benefits accrued to an SME must outweigh the costs associated with accessing these SME dedicated financing markets; and (b) the dilution in regulatory and compliance framework should not lead to deterioration in investor protection.
Several Equity platforms around the world have proved successful for the SMEs: Alternative Investment Market (London), TSX Venture (Canada), HK GEM (Hong Kong), Mothers (Japan), Alternext (Europe) and AltX (South Africa) are few of the examples. India too has seen the success of SME focused equity platforms viz. BSE SME and NSE EMERGE. Both platforms launched in 2012, have more than 200 companies that have raised money on these platforms. When companies list on the Main Board, they can choose to list only on BSE or NSE or both NSE and BSE simultaneously. In the current sample, the companies on the Main Board simultaneously listed on NSE and BSE. In case of the SME board, the companies wanting to list have to choose either the BSE SME or the NSE EMERGE platform. Current regulations do not allow simultaneous listing on the BSE SME and the NSE EMERGE platform.
DATA & METHODOLOGY
We source the data from PROWESS, a database compiled by the Centre for Monitoring Indian Economy (CMIE), Red Herring Prospectus (RHP) filed with the regulator SEBI, the Bombay Stock Exchange (BSE), and the National Stock Exchange (NSE). The sample includes all the firms who raised money on the Main and SME boards of BSE and NSE between April 2012, and March 2017.
Quantification of Earnings Management
The study investigates earnings management through the discretionary accruals around the IPO for the firms that raised money on the SME exchange. We first compute the total accruals associated with the firms at the time of the IPO. We follow the steps outlined in Gerakos et al. (2013) for computing the total accruals based on equation (1) …….……………… (1) All "∆" values are the difference between the current year value and the previous year value of the respective accounting variables. We standardise the variables by dividing all the variables with the previous year"s total assets.
We use the variable definitions as available with CMIE PROWESS Database. We adopt a similar approach to Gerakos et al. (2013) for treating the missing values of short-term debt and taxes payable as zero.
The total accrual computed according to equation (1) is composed of (a) discretionary accrual -unusual changes in the working capital Assets & Liabilities (b) non-discretionary accrual -regular changes in the working capital Assets & Liabilities during business. Firms manage accruals to manipulate accounting reports opportunistically. However, Kaplan (1985) states that accruals arising in the ordinary course of business, i.e. nondiscretionary accrual do not reflect opportunistic managerial behaviour. Any manipulation of accounting information is through the discretionary accruals. Hence, the focus of our study is the discretionary accruals that management may selectively accrue to project better earnings in the run-up to the IPO. (2008) we estimate the regular nondiscretionary accruals using the regression equation (2).
Using the approach of Gerakos et al. (2013) & Ball and Shivakumar
………………………………...…………………..(2)
Where:
is the change in sales for the firm "i" in the year "t" over the previous year is the book value of the fixed assets for the firm "i" in the year "t" is the operating cashflow for the firm "i" in the year "t" is a dummy variable that takes value "1" is operating cashflow for the firm "i" in the year "t" is negative and "0" otherwise.
Once the regular or non-discretionary accruals are fitted using the regression above, the discretionary accruals are the difference between the actual total accrual [computed using equation (1)] and estimated total accrual [computed using equation (2)].
...……………………………….. (3) 
Discretionary Accrual and Reversal Analysis
The SME platform has limited oversight of the firms raising money on the platform. Limited oversight provides avenues for the firms to engage in earnings management while raising money from the public investors.
The study compares the discretionary accruals around the IPO period for the SME firms with the Main Board firms. The approach is similar to the study of Gerakos et al. (2013) . Any accruals in one period have to necessarily reverse in the later period. Dechow et al. (2012) argue that the reversal of accrual manipulation will occur immediately in the subsequent period. The changes in discretionary accruals and the subsequent reversals are analysed using the equation (4) ………….……………….…………….....…….. (4) is the change in the discretionary accrual for a given firm "i", in the year "t" over the previous year is a dummy variable, "1" if the firm "i" is listed on the SME exchange in the year t, "0" otherwise is a dummy variable, "1" if the year "t" is one year after the IPO year for the firm "i", "0" otherwise.
We hypothesise that firms raising money on the SME platform will have a higher level of positive accruals, in light of the lesser stringent oversight in the SME platform.
Hypothesis H1: IPO bound firms on SME exchanges will have higher positive accrual compared to IPO bound firms on Main Board i.e will be positive and significant Moreover, we expect the accruals to reverse in the subsequent period of listing.
Hypothesis H2: IPO bound firms on SME exchanges will have a reversal of the accruals in the post listing period
i.e will be negative and significant
Impact of Discretionary Accrual on Stock Performance
The firms that engage in earnings management during the IPO will see the reversal of accruals in the post listing period. This reversal is most likely to impact the performance of the stock in the post-listing period. We study the impact of earnings management on the 1-year and 2-year windows and also see if the impact is more pronounced for the SME exchange-listed firms. The SME exchanges have a relatively short history. Hence there isn"t sufficient data available to analyse the impact of earnings management on stock performance over the more extended period. Where is the return of the stock over one-year and two-year periods respectively for firm "i" is a dummy variable for a listed SME, "1" if the firm "i" listed on SME exchange, "0" otherwise is the discretionary accrual for the firm "i" in the year of IPO is the number of times of IPO subscription for the firm "i"
is the book value of total assets in the IPO year for the firm "i"
is the return on equity in the IPO year for the firm "i"
is the non-promoter holding subsequent to the IPO for the firm "i"
is the institutional non-promoter holding subsequent to the IPO for the firm "i"
is the change in the earnings per share over the 1-year and 2-year period for the firm "i"
The regression analysis uses the Return on Equity (RoE) and EPS Changes as control variables since the stock performance post listing will depend on the operating performance of the firm over the long term. The regression also utilises the non-promoter holding and institutional non-promoter holding as control variables. Higher nonpromoter holding signals lack of promoter conviction in the firm while a higher amount of institutional nonpromoter holding sends out a positive signal to the market. Size effect is controlled using Total Assets (TA).
We expect the change in discretionary accruals of the SME firms to impact their stock performance.
Hypothesis H3:
The change in discretionary accruals of SME firms will impact stock performance in the post listing period i.e will be negative and significant Table 2 gives the summary statistics of the variables used in our analysis. The 1-year and 2-year performance are on an average lower for the SME listed stocks than the Main Board listed stocks and the difference is statistically significant
EMPIRICAL FINDINGS
Earnings Management and Reversal
The equation (4) is used to analyse the presence of earnings management through discretionary accruals and the reversal of these accruals in the subsequent period for the firms that raise money. The dummy variables capture these effects in the regression analysis. Table 3 presents the results of the analysis. We show only the relevant variables in the output.
The coefficient of the SME dummy variable is positive [0.026] and statistically significant, in line with our hypothesis H1. The positive value indicates that the firms are raising money on the SME platform resort to more aggressive discretionary accruals compared to the Main Board firms.
The positive and significant sign for the dummy "Reversal" variable indicates that the positive accruals continue in the immediate year post the IPO for the Main Board firms. However, in the case of the SME exchange firms, the positive accruals in the pre-IPO period are unwound in the immediate year after the IPO. The evidence for this behaviour is the significant negative coefficient [-0 .066] of the interaction term of SME and Reversal dummy variables. Reversal of accruals is as expected in hypothesis H2. Based on the evidence above, we conclude that the firms going for IPO on the Indian SME exchanges resort to earnings management by aggressively managing the discretionary accruals. The level of earnings management is higher for the SME exchange firms, compared to the Main Board firms. These discretionary accruals reverse immediately post listing. These results are in line with findings of Gerakos et al. (2013) who studied the companies on the London Stock Exchange (LSE) and Alternative Investment Market (AIM) platform of LSE.
Impact of Earnings Management on Stock Performance
The higher level of earnings management and subsequent reversal of these accruals on the SME platform is likely to impact the stock performance post listing. The impact on the stock performance post listing is studied using equation (5). We study the 1-year and 2-year stock performance, with discretionary accruals in the IPO year as the independent variable. To distinguish the effect of the SME platform, we employ the interaction term (SME: DeltaDisc0) of the SME dummy and change in discretionary accrual in the IPO year in our regression. Table 4 presents the results of the analysis. We show only the relevant variables in the output.
The stock performance of the SME listed stocks, represented by the coefficient of the SME variable, is positive after controlling for the changes in promoter holding, size, EPS change and Return on Equity (RoE). Thus, returns on the SME exchange are on average higher post-listing than the Main Board firms after controlling the various factors.
However, the interaction term (SME: DeltaDisc0) is negative and statistically significant for the 1-year post-IPO share performance. In the case of SME firms that exhibit reversal of discretionary accruals in the post-listing period, there is evidence of underperformance of the stock, confirming our hypothesis H3. The underperformance of the SME firm stocks post listing is in line with the findings of Gerakos et al. (2013) and Gao et al. (2015) . The reversals of the pre-IPO positive accruals in the post-listing period explain the underperformance in the 1-year period. As the firms unwound the positive accruals, the reported earnings of the firms deteriorate, impacting the stock performance. The pre-IPO accruals are higher on the SME platform; hence the reversals are also pronounced, resulting in a higher impact on stock prices of the SME firms. The Indian government encouraged setup of SME exchanges to provide SME firms access to public equity financing. These SME exchanges are still in their early stages of development. The study found that earnings management for IPO bound firms on the SME exchange is higher than for the Main Board. Leuz et al. (2003) mention that earnings management is expected to decrease the investor protection. Xie et al. (2003) find that board and audit committee composition has a direct bearing on the likelihood of firms engaging in earnings management. Abbadi et al. (2016) provide evidence that earnings management is affected negatively by corporate governance quality.
A higher earnings management on the SME exchange points towards lower investor protection on these platforms. Such perception of lower protection will drive away the investors in this early stage of development of the exchange. Lack of investors will create the demand side bottlenecks for the SME platform, curtailing the growth of the platform. This will hamper the emergence of SME exchanges as a credible alternative to bank debt in financing SMEs.
Policy makers, sponsors of SME exchanges, and market participants should explore ways to improve quality of financial reporting and control extent of earnings management without incurring substantial costs. One possible solution for the SME platform is the introduction of compulsory IPO grading for SME exchange-listed companies.
This is in line with the findings of Cormier et al. (2018) who find that firms going public with a credit rating are less likely to engage in income-enhancing accrual-based earnings management in the offering year. In 2006, SEBI introduced compulsory IPO grading for all IPO issues, but the grading was made optional after 2013. Since the regulatory rules for the SME platform are different from the rules applicable to the Main Board, IPO bound firms on the SME exchange should be mandated to have IPO grading. An independent credit rating agency carrying out the IPO grading will improve the quality of reported earnings. Its relevance is more pronounced for "lightly regulated SME exchanges" than the Main Board companies. The government can look at subsidising the cost associated with the IPO grading as part of its efforts to diversify the funding sources for the SMEs.
CONCLUDING COMMENTS
Indian SME exchanges offer a unique opportunity to study ways to develop regulatory and compliance regime for a nascent equity financing market in a developing market context. Our analysis suggests that in the backdrop of diluted regulatory and compliance framework, Indian IPO bound SME firms resort to earnings management through discretionary accrual accounting as they prepare to offer their shares to the public on SME exchanges. The degree of earnings management in these IPO bound firms is higher in comparison to the Main Board IPO bound firms. The results are in line with existing literature (Hall et al., 2000; Gerakos et al., 2013) which find that smaller firms are likely to manage earnings more than the large firms.
Further, the earnings management carried out in the IPO year adversely impacts the post-listing performance of the stocks. This implies a lower level of investor protection on these nascent SME stock exchanges. We recommend these nascent stock exchanges and the regulator SEBI to explore cost-light ways to control earnings management of firms that may lead to severe repercussions for the sustainable development of SME exchanges in
India.
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